LOANS

Section 3.2

INTRODUCTION

The examiner’s evaluation of a bank’s lending policies,
credit administration, and the quality of the loan portfolio
is among the most important aspects of the examination
process. To a great extent, it is the quality of a bank’s loan
portfolio that determines the risk to depositors and to the
FDIC's insurance fund. Conclusions regarding the bank’s
condition and the quality of its management are weighted
heavily by the examiner's findings with regard to lending
practices. Emphasis on review and appraisal of the loan
portfolio and its administration by bank management
during examinations recognizes, that loans comprise a
major portion of most bank’s assets; and, that it is the asset
category which ordinarily presents the greatest credit risk
and potential loss exposure to banks. Moreover, pressure
for increased profitability, liquidity considerations, and a
vastly more complex society have produced great
innovations in credit instruments and approaches to
lending. Loans have consequently become much more
complex. Examiners therefore find it necessary to devote a
large portion of time and attention to loan portfolio
examination.

LOAN ADMINISTRATION

Lending Policies

The examiner's evaluation of the loan portfolio involves
much more than merely appraising individual loans.
Prudent management and administration of the overall loan
account, including establishment of sound lending and
collection policies, are of vital importance if the bank is to
be continuously operated in an acceptable manner.

Lending policies should be clearly defined and set forth in
such a manner as to provide effective supervision by the
directors and senior officers. The board of directors of
every bank has the legal responsibility to formulate lending
policies and to supervise their implementation. Therefore
examiners  should encourage establishment and
maintenance of written, up-to-date lending policies which
have been approved by the board of directors. A lending
policy should not be a static document, but must be
reviewed periodically and revised in light of changing
circumstances surrounding the borrowing needs of the
bank's customers as well as changes that may occur within
the bank itself. To a large extent, the economy of the
community served by the bank dictates the composition of
the loan portfolio. The widely divergent circumstances of
regional economies and the considerable variance in
characteristics of individual loans preclude establishment
of standard or universal lending policies. There are,

however, certain broad areas of consideration and concern
that should be addressed in the lending policies of all banks
regardless of size or location. These include the following,
as minimums:

e General fields of lending in which the bank will
engage and the kinds or types of loans within each
general field;

e Lending authority of each loan officer;

e Lending authority of a loan or executive committee, if
any;

e Responsibility of the board of directors in reviewing,
ratifying, or approving loans;

e Guidelines under which unsecured
granted,;

e Guidelines for rates of interest and the terms of
repayment for secured and unsecured loans;

e Limitations on the amount advanced in relation to the
value of the collateral and the documentation required
by the bank for each type of secured loan;

e Guidelines for obtaining and reviewing real estate
appraisals as well as for ordering reappraisals, when
needed,;

e Maintenance and review of complete and current
credit files on each borrower;

e Appropriate and adequate collection procedures
including, but not limited to, actions to be taken
against borrowers who fail to make timely payments;

e Limitations on the maximum volume of loans in
relation to total assets;

e Limitations on the extension of credit through
overdrafts;

e Description of the bank's normal trade area and
circumstances under which the bank may extend credit
outside of such area;

e  Guidelines, which at a minimum, address the goals for
portfolio mix and risk diversification and cover the
bank's plans for monitoring and taking appropriate
corrective action, if deemed necessary, on any
concentrations that may exist;

e Guidelines addressing the bank's loan review and
grading system ("Watch list");

e Guidelines addressing the bank's review of the
Allowance for Loan and Lease Losses (ALLL); and

e Guidelines for adequate safeguards to minimize
potential environmental liability.

loans will be

The above are only as guidelines for areas that should be
considered during the loan policy evaluation. Examiners
should also encourage management to develop specific
guidelines for each lending department or function. As
with overall lending policies, it is not the FDIC's intent to
suggest universal or standard loan policies for specific
types of credit. The establishment of these policies is the
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responsibility of each bank's Board and management.
Therefore, the following discussion of basic principles
applicable to various types of credit will not include or
allude to acceptable ratios, levels, comparisons or terms.
These matters should, however, be addressed in each
bank's lending policy, and it will be the examiner's
responsibility to determine whether the policies are
realistic and being followed.

Much of the rest of this section of the Manual discusses
areas that should be considered in the bank's lending
policies. Guidelines for their consideration are discussed
under the appropriate areas.

Loan Review Systems

The term loan review system refers to the responsibilities
assigned to various areas such as credit underwriting, loan
administration, problem loan workout, or other areas.
Responsibilities may include assigning initial credit grades,
ensuring grade changes are made when needed, or
compiling information necessary to assess ALLL.

The complexity and scope of a loan review system will
vary based upon an institution’s size, type of operations,
and management practices. Systems may include
components that are independent of the lending function,
or may place some reliance on loan officers. Although
smaller institutions are not expected to maintain separate
loan review departments, it is essential that all institutions
have an effective loan review system. Regardless of its
complexity, an effective loan review system is generally
designed to address the following objectives:

e To promptly identify loans with well-defined credit
weaknesses so that timely action can be taken to
minimize credit loss;

e To provide essential information for determining the
adequacy of the ALLL;

e To identify relevant trends affecting the collectibility
of the loan portfolio and isolate potential problem
areas;

e To evaluate the activities of lending personnel;

e To assess the adequacy of, and adherence to, loan
policies and procedures, and to monitor compliance
with relevant laws and regulations;

e To provide the board of directors and senior
management with an objective assessment of the
overall portfolio quality; and

e To provide management with information related to
credit quality that can be used for financial and
regulatory reporting purposes.

Credit Grading Systems

Accurate and timely credit grading is a primary component
of an effective loan review system. Credit grading
involves an assessment of credit quality, the identification
of problem loans, and the assignment of risk ratings. An
effective system provides information for wuse in
establishing valuation allowances for specific credits and
for the determination of an overall ALLL level.

Credit grading systems often place primary reliance on
loan officers for identifying emerging credit problems.
However, given the importance and subjective nature of
credit grading, a loan officer’s judgement regarding the
assignment of a particular credit grade should generally be
subject to review. Reviews may be performed by peers,
superiors, loan committee(s), or other internal or external
credit review specialists. Credit grading reviews
performed by individuals independent of the lending
function are preferred because they can often provide a
more objective assessment of credit quality. A loan review
system should, at a minimum, include the following:

o A formal credit grading system that can be reconciled
with the framework used by Federal regulatory
agencies;

e An identification of loans or loan pools that warrant
special attention;

e A mechanism for reporting identified loans, and any
corrective action taken, to senior management and the
board of directors; and

e Documentation of an institution’s credit loss
experience for various components of the loan and
lease portfolio.

Loan Review System Elements

Management should maintain a written loan review policy
that is reviewed and approved at least annually by the
board of directors. Policy guidelines should include a
written description of the overall credit grading process,
and establish responsibilities for the various loan review
functions.  The policy should generally address the
following items:

Qualifications of loan review personnel;
Independence of loan review personnel;
Frequency of reviews;

Scope of reviews;

Depth of reviews;

Review of findings and follow-up; and
Workpaper and report distribution.
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Qualifications of Loan Review Personnel

Personnel involved in the loan review function should be
qualified based on level of education, experience, and
extent of formal training. They should be knowledgeable
of both sound lending practices and their own institution’s
specific lending guidelines. In addition, they should be
knowledgeable of pertinent laws and regulations that affect
lending activities.

Loan Review Personnel Independence

Loan officers should be responsible for ongoing credit
analysis and the prompt identification of emerging
problems.  Because of their frequent contact with
borrowers, loan officers can usually identify potential
problems before they become apparent to others.
However, institutions should be careful to avoid over
reliance upon loan officers. Management should ensure
that, when feasible, all significant loans are reviewed by
individuals that are not part of, or influenced by anyone
associated with, the loan approval process.

Larger institutions typically establish separate loan review
departments staffed by independent credit analysts. Cost
and volume considerations may not justify such a system in
smaller institutions. Often, members of senior
management that are independent of the credit
administration process, a committee of outside directors, or
an outside loan review consultant fill this role. Regardless
of the method used, loan review personnel should report
their findings directly to the board of directors or a board
committee.

Frequency of Reviews

The loan review function should provide feedback on the
effectiveness of the lending process in identifying
emerging problems. Reviews of significant credits should
generally be performed annually, upon renewal, or more
frequently when factors indicate a potential for
deteriorating credit quality. A system of periodic reviews
is particularly important to the ALLL determination
process.

Scope of Reviews

Reviews should cover all loans that are considered
significant. In addition to loans over a predetermined size,
management will normally review smaller loans that
present elevated risk characteristics such as credits that are
delinquent, on nonaccrual status, restructured, previously
classified, or designated as Special Mention. Additionally,
management may wish to periodically review insider loans,
recently renewed credits, or loans affected by common

repayment factors. The percentage of the portfolio
selected for review should provide reasonable assurance
that all major credit risks have been identified.

Depth of Reviews

Loan reviews should analyze a number of important credit
factors, including:

Credit quality;

Sufficiency of credit and collateral documentation;
Proper lien perfection;

Proper loan approval;

Adherence to loan covenants;

Compliance with internal policies and procedures, and
applicable laws and regulations; and

e The accuracy and timeliness of credit grades assigned
by loan officers.

Review of Findings and Follow-up

Loan review findings should be reviewed with appropriate
loan officers, department managers, and members of senior
management. Any existing or planned corrective action
(including estimated timeframes) should be obtained for all
noted deficiencies. All deficiencies that remain unresolved
should be reported to senior management and the board of
directors.

Workpaper and Report Distribution

A list of the loans reviewed, including the review date, and
documentation supporting assigned ratings should be
prepared. A report that summarizes the results of the
review should be submitted to the board at least quarterly.
Findings should address adherence to internal policies and
procedures, and applicable laws and regulations, so that
deficiencies can be remedied in a timely manner. A written
response from management with corrective action outlined,
should be provided in response to any substantive
criticisms or recommendations.

Allowance for Loan and Lease Losses (ALLL)

Each bank must maintain an ALLL adequate to absorb
estimated credit losses associated with the loan and lease
portfolio, i.e., loans and leases that the bank has the intent
and ability to hold for the foreseeable future or until
maturity or payoff. Each bank should also maintain, as a
separate liability account, an allowance sufficient to absorb
estimated credit losses associated with off-balance sheet
credit instruments such as off-balance sheet loan
commitments, standby letters of credit, and guarantees.
This separate allowance for credit losses on off-balance
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sheet credit exposures should not be reported as part of the
ALLL on a bank’s balance sheet. Because loans and leases
held for sale are carried on the balance sheet at the lower
of cost or fair value, no ALLL should be established for
such loans and leases.

The term "estimated credit losses” means an estimate of the
current amount of the loan and lease portfolio (net of
unearned income) that is not likely to be collected; that is,
net chargeoffs that are likely to be realized for a loan, or
pool of loans. The estimated credit losses should meet the
criteria for accrual of a loss contingency (i.e., a provision
to the ALLL) set forth in generally accepted accounting
principles (GAAP). When available information confirms
specific loans and leases, or portions thereof, to be
uncollectible, these amounts should be promptly charged-
off against the ALLL.

Estimated credit losses should reflect consideration of all
significant factors that affect repayment as of the
evaluation date. Estimated losses on loan pools should
reflect historical net charge-off levels for similar loans,
adjusted for changes in current conditions or other relevant
factors. Calculation of historical charge-off rates can range
from a simple average of net charge-offs over a relevant
period, to more complex techniques, such as migration
analysis.

Portions of the ALLL can be attributed to, or based upon
the risks associated with, individual loans or groups of
loans. However, the ALLL is available to absorb credit
losses that arise from the entire portfolio. It is not
segregated for any particular loan, or group of loans.

Responsibility of the Board and Management

It is the responsibility of the board of directors and
management to maintain the ALLL at an adequate level.
The allowance adequacy should be evaluated, and
appropriate provisions made, at least quarterly. In carrying
out their responsibilities, the board and management are
expected to:

e Establish and maintain a loan review system that
identifies, monitors, and addresses asset quality
problems in a timely manner.

e Ensure the prompt charge-off of loans, or portions of
loans, deemed uncollectible.

e Ensure that the process for determining an adequate
allowance level is based on comprehensive,
adequately documented, and consistently applied
analysis.

For purposes of Reports of Condition and Income (Call
Reports) and Thrift Financial Reports (TFR) an adequate
ALLL should, after deduction of all assets classified loss,
be no less than the sum of the following items:

e For loans and leases classified Substandard or
Doubtful, whether analyzed and provided for
individually or as part of pools, all estimated credit
losses over the remaining effective lives of these loans.

e For loans and leases that are not classified, all
estimated credit losses over the upcoming 12 months.

e Amounts for estimated losses from transfer risk on
international loans.

Furthermore, management’s analysis of an adequate
reserve level should be conservative to reflect a margin for
the imprecision inherent in most estimates of expected
credit  losses. This additional margin might be
incorporated through amounts attributed to individual loans
or groups of loans, or in an unallocated portion of the
ALLL.

When determining an appropriate allowance, primary
reliance should normally be placed on analysis of the
various components of a portfolio, including all significant
credits reviewed on an individual basis. Examiners should
refer to Statement of Financial Accounting Standards No.
(FAS) 114, Accounting by Creditors for Impairment of a
Loan, for guidance in establishing reserves for impaired
credits that are reviewed individually. When analyzing the
adequacy of an allowance, portfolios should be segmented
into as many components as practical. Each component
should normally have similar characteristics, such as risk
classification, past due status, type of loan, industry, or
collateral. A depository institution may, for example,
analyze the following components of its portfolio and
provide for them in the ALLL:

o Significant credits reviewed on an individual basis;

e Loans and leases that are not reviewed individually,
but which present elevated risk characteristics, such as
delinquency, adverse classification, or Special
Mention designation;

e Homogenous loans that are not reviewed individually,
and do not present elevated risk characteristics; and

e All other loans and loan commitments that have not
been considered or provided for elsewhere.

In addition to estimated credit losses, the losses that arise
from the transfer risk associated with an institution’s cross-
border lending activities require special consideration.
Over and above any minimum amount that is required by
the Interagency Country Exposure Review Committee to
be provided in the Allocated Transfer Reserve (or charged
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to the ALLL), an institution must determine if their ALLL
is adequate to absorb estimated losses from transfer risk
associated with its cross-border lending exposure.

Factors to Consider in Estimating Credit Losses

Estimated credit losses should reflect consideration of all
significant factors that affect the portfolio’s collectibility as
of the evaluation date. While historical loss experience
provides a reasonable starting point, historical losses, or
even recent trends in losses, are not by themselves, a
sufficient basis to determine an adequate level.
Management should also consider any factors that are
likely to cause estimated losses to differ from historical
loss experience, including, but not limited to:

e Changes in lending policies and procedures, including

underwriting, collection, charge-off and recovery
practices;

e Changes in local and national economic and business
conditions;

e Changes in the volume or type of credit extended,;

e Changes in the experience, ability, and depth of
lending management;

e Changes in the volume and severity of past due,
nonaccrual, restructured, or classified loans;

e Changes in the quality of an institution’s loan review
system or the degree of oversight by the board of
directors; and,

e The existence of, or changes in the level of, any
concentrations of credit.

Institutions are also encouraged to use ratio analysis as a
supplemental check for evaluating the overall
reasonableness of an ALLL. Ratio analysis can be useful
in identifying trends in the relationship of the ALLL to
classified and nonclassified credits, to past due and
nonaccrual loans, to total loans and leases and binding
commitments, and to historical chargeoff levels. However,
while such comparisons can be helpful as a supplemental
check of the reasonableness of management’s assumptions
and analysis, they are not, by themselves, a sufficient basis
for determining an adequate ALLL level. Such
comparisons do not eliminate the need for a comprehensive
analysis of the loan and lease portfolio and the factors
affecting its collectibility.

Examiner Responsibilities

Generally, following the quality assessment of the loan and
lease portfolio, the loan review system, and the lending
policies, examiners are responsible for assessing the
adequacy of the ALLL. Examiners should consider all
significant factors that affect the collectibility of the

portfolio. Examination procedures for reviewing the
adequacy of the ALLL are included in the Examination
Documentation (ED) Modules..

In assessing the overall adequacy of an ALLL, it is
important to recognize that the related process,
methodology, and underlying assumptions require a
substantial degree of judgement. Credit loss estimates will
not be precise due to the wide range of factors that must be
considered. Furthermore, the ability to estimate credit
losses on specific loans and categories of loans improves
over time. Therefore, examiners will generally accept
management’s estimates of credit losses in their assessment
of the overall adequacy of the ALLL when management
has:

e Maintained effective systems and controls for
identifying, monitoring and addressing asset quality
problems in a timely manner;

e Analyzed all significant factors that affect the
collectibility of the portfolio; and

e Established an acceptable ALLL evaluation process
that meets the objectives for an adequate ALLL.

If, after the completion of all aspects of the ALLL review
described in this section, the examiner does not concur that
the reported ALLL level is adequate, or the ALLL
evaluation process is deficient, recommendations for
correcting these problems, including any examiner
concerns regarding an appropriate level for the ALLL,
should be noted in the Report of Examination.

Regulatory Reporting of the ALLL

An ALLL established in accordance with the guidelines
provided above should fall within a range of acceptable
estimates.  When an ALLL is deemed inadequate,
management will be required to increase the provision for
loan and lease loss expense sufficiently to restore the
ALLL reported in its Call Report or TFR to an adequate
level.

Accounting and Reporting Treatment

FAS 5, Accounting for Contingencies, provides the basic
guidance for recognition of a loss contingency, such as the
collectibility of loans (receivables), when it is probable that
a loss has been incurred and the amount can be reasonably
estimated. FAS 114, provides more specific guidance
about the measurement and disclosure of impairment for
certain types of loans. Specifically, FAS 114 applies to
loans that are identified for evaluation on an individual
basis. Loans are considered impaired when, based on
current information and events, it is probable that the
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creditor will be unable to collect all interest and principal
payments due according to the contractual terms of the
loan agreement.

For individually impaired loans, FAS 114 provides
guidance on the acceptable methods to measure
impairment. Specifically, FAS 114 states that when a loan
is impaired, a creditor should measure impairment based
on the present value of expected future principal and
interest cash flows discounted at the loan’s effective
interest rate, except that as a practical expedient, a creditor
may measure impairment based on a loan’s observable
market price or the fair value of collateral, if the loan is
collateral dependent. When developing the estimate of
expected future cash flows for a loan, an institution should
consider all available information reflecting past events
and current conditions, including the effect of existing
environmental factors.

Large groups of smaller-balance homogenous loans that
are collectively evaluated for impairment are not included
in the scope of FAS 114. Such groups of loans may
include, but are not limited to, credit card, residential
mortgage, and consumer installment loans. FAS 5
addresses the accounting for impairment of these loans.
Also, FAS 5 provides the accounting guidance for
impairment of loans that are not identified for evaluation
on an individual basis and loans that are individually
evaluated but are not individually considered impaired.

Institutions should not layer their loan loss allowances.
Layering is the inappropriate practice of recording in the
ALLL more than one amount for the same probable loan
loss. Layering can happen when an institution includes a
loan in one segment, determines its best estimate of loss for
that loan either individually or on a group basis (after
taking into account all appropriate environmental factors,
conditions, and events), and then includes the loan in
another group, which receives an additional ALLL amount.

While different institutions may use different methods,
there are certain common elements that should be included
in any ALLL methodology. Generally, an institution’s
methodology should:

e Include a detailed loan portfolio analysis, performed
regularly;

e  Consider all loans (whether on an individual or group
basis);

e Identify loans to be evaluated for impairment on an
individual basis under FAS 114 and segment the
remainder of the portfolio into groups of loans with
similar risk characteristics for evaluation and analysis
under FAS 5;

e Consider all known relevant internal and external
factors that may affect loan collectibility;

e Be applied consistently but, when appropriate, be
modified for new factors affecting collectibility;

e  Consider the particular risks inherent in different kinds
of lending;

e Consider current collateral values (less costs to sell),
where applicable;

e Require that analyses, estimates, reviews and other
ALLL methodology functions be performed by
competent and well-trained personnel;

e Be based on current and reliable data;

e Be well-documented, in writing, with clear
explanations of the supporting analyses and rationale;
and,

e Include a systematic and logical method to consolidate
the loss estimates and ensure the ALLL balance is
recorded in accordance with GAAP.

A systematic methodology that is properly designed and
implemented should result in an institution’s best estimate
of the ALLL. Accordingly, institutions should adjust their
ALLL balance, either upward or downward, in each period
for differences between the results of the systematic
determination process and the unadjusted ALLL balance in
the general ledger.

Examiners are encouraged, with the acknowledgement of
management, to communicate with an institution’s external
auditors and request an explanation of their rationale and
findings, when differences in judgment concerning the
adequacy of the institution's ALLL exist. In case of
controversy, the auditors may be reminded of the
consensus reached by the Financial Accounting Standards
Board's Emerging Issues Task Force (EITF) on Issue No.
85-44, Differences Between Loan Loss Allowances for
GAAP and RAP. This issue deals with the situation where
regulators mandated that institutions establish loan loss
allowances under regulatory accounting principles (RAP)
that may be in excess of amounts recorded by the
institution in  preparing its financial  statement
under"GAAP. The EITF was asked whether and under
what circumstances this can occur.  The consensus
indicated that auditors should be particularly skeptical in
the case of GAAP/RAP differences and must justify them
based on the particular facts and circumstances.

Additional guidance on the establishment of loan review
systems and an adequate ALLL is provided in the
Interagency Statement of Policy on the ALLL dated
December 21, 1993, and the Interagency Policy Statement
on Allowance for Loan and Lease Losses Methodologies
and Documentation for Banks and Savings Associations,
dated June 29, 2001.
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PORTFOLIO COMPOSITION

Commercial Loans
General

Loans to business enterprises for commercial or industrial
purposes, whether proprietorships, partnerships or
corporations, are commonly described as commercial
loans. In asset distribution, commercial or business loans
frequently comprise one of the most important assets of a
bank. They may be secured or unsecured and have short or
long-term maturities. Such loans include working capital
advances, term loans and loans to individuals for business
purposes.

Short-term working capital and seasonal loans provide
temporary capital in excess of normal needs. They are
used to finance seasonal requirements and are repaid at the
end of the cycle by converting inventory and accounts
receivable into cash. Such loans may be unsecured;
however, many working capital loans are advanced with
accounts receivable and/or inventory as collateral. Firms
engaged in manufacturing, distribution, retailing and
service-oriented businesses use short-term working capital
loans.

Term business loans have assumed increasing importance.
Such loans normally are granted for the purpose of
acquiring capital assets, such as plant and equipment.
Term loans may involve a greater risk than do short-term
advances, because of the length of time the credit is
outstanding. Because of the potential for greater risk, term
loans are usually secured and generally require regular
amortization. Loan agreements on such credits may
contain restrictive covenants during the life of the loan. In
some instances, term loans may be used as a means of
liquidating, over a period of time, the accumulated and
unpaid balance of credits originally advanced for seasonal
needs. While such loans may reflect a borrower's past
operational problems, they may well prove to be the most
viable means of salvaging a problem situation and effecting
orderly debt collection.

At a minimum, commercial lending policies should address
acquisition of credit information, such as property,
operating and cash flow statements; factors that might
determine the need for collateral acquisition; acceptable
collateral margins; perfecting liens on collateral; lending
terms, and charge-offs.

Accounts Receivable Financing

Accounts receivable financing is a specialized area of
commercial lending in which borrowers assign their
interests in accounts receivable to the lender as collateral.
Typical characteristics of accounts receivable borrowers
are those businesses that are growing rapidly and need
year-round financing in amounts too large to justify
unsecured credit, those that are nonseasonal and need
year-round financing because working capital and profits
are insufficient to permit periodic cleanups, those whose
working capital is inadequate for the volume of sales and
type of operation, and those whose previous unsecured
borrowings are no longer warranted because of various
credit factors.

Several advantages of accounts receivable financing from
the borrower's viewpoint are: it is an efficient way to
finance an expanding operation because borrowing
capacity expands as sales increase; it permits the borrower
to take advantage of purchase discounts because the
company receives immediate cash on its sales and is able to
pay trade creditors on a satisfactory basis; it insures a
revolving, expanding line of credit; and actual interest paid
may be no more than that for a fixed amount unsecured
loan.

Advantages from the bank's viewpoint are: it generates a
relatively high yield loan, new business, and a depository
relationship; permits continuing banking relationships with
long-standing customers whose financial conditions no
longer warrant unsecured credit; and minimizes potential
loss when the loan is geared to a percentage of the accounts
receivable collateral. Although accounts receivable loans
are collateralized, it is important to analyze the borrower's
financial statements. Even if the collateral is of good
quality and in excess of the loan, the borrower must
demonstrate financial progress. Full repayment through
collateral liquidation is normally a solution of last resort.

Banks use two basic methods to make accounts receivable
advances. First, blanket assignment, wherein the borrower
periodically informs the bank of the amount of receivables
outstanding on its books. Based on this information, the
bank advances the agreed percentage of the outstanding
receivables. The receivables are usually pledged on a
non-notification basis and payments on receivables are
made directly to the borrower who then remits them to the
bank. The bank applies all or a portion of such funds to
the borrower's loan. Second, ledgering the accounts,
wherein the lender receives duplicate copies of the invoices
together with the shipping documents and/or delivery
receipts. Upon receipt of satisfactory information, the
bank advances the agreed percentage of the outstanding
receivables. The receivables are usually pledged on a
notification basis. Under this method, the bank maintains
complete control of the funds paid on all accounts pledged
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by requiring the borrower's customer to remit directly to
the bank.

In the area of accounts receivable financing, a bank's
lending policy should address at least the acquisition of
credit information such as property, operating and cash
flow statements. It should also address maintenance of an
accounts receivable loan agreement that establishes a
percentage advance against acceptable receivables, a
maximum dollar amount due from any one account debtor,
financial strength of debtor accounts, insurance that
"acceptable receivables" are defined in light of the
turnover of receivables pledged, aging of accounts
receivable, and concentrations of debtor accounts.

Leveraged Financing

The Federal bank regulatory agencies issued guidance on
April 9, 2001 concerning sound risk management practices
for institutions engaged in leveraged financing.

Leveraged financing is an important financing vehicle for
mergers and acquisitions, business re-capitalizations and
refinancings, equity buyouts, and business or product line
build-outs and expansions. It is also used to increase
shareholder returns and to monetize perceived "enterprise
value" or other intangibles. A transaction is considered
leveraged when the obligor's post-financing leverage as
measured by debt-to-assets, debt-to-equity, cash flow-to-
total debt, or other such standards unique to particular
industries significantly exceeds industry norms for
leverage. Leveraged borrowers typically have a
diminished ability to adjust to unexpected events and
changes in business conditions because of their higher ratio
of total liabilities to capital. Consequently, leveraged
financing can have significant implications for a banking
organization's overall credit risk and presents unique
challenges for its risk management systems.

Much of the leveraged financing activity ties into the
merger and acquisition activity and the increasing values
that were ascribed to firms as a result of a strong
expansionary business climate. Leveraged financing
transactions account for a sizeable portion of syndicated
bank loans.

Institutions participate in leveraged financing on a number
of levels. In addition to providing senior secured financing,
they extend credit on a subordinated basis (mezzanine
financing). Institutions and their affiliates also may take
equity positions in leveraged companies with direct
investments through affiliated securities firms, small
business investment companies (SBICs), and venture
capital companies or take equity interests via warrants and

other equity "kickers" received as part of a financing
package. Institutions also may invest in leveraged loan
funds managed by investment banking companies or other
third parties. Although leveraged financing is far more
prevalent in large institutions, this type of lending can be
found in institutions of all sizes.

The extent to which institutions should apply these
practices will depend on the size and risk profile of their
leveraged exposures relative to assets, earnings, and
capital; and the nature of their leveraged financing
activities (i.e., origination and distribution, participant,
equity investor, etc.).

Risk Management Guidelines

Institutions substantively engaged in leveraged financing
should adequately risk rate, track, and monitor these
transactions and should maintain policies specifying
conditions that would require a change in risk rating,
accrual status, loss recognition, or reserves. In general, the
risk management framework for leveraged finance is no
different from that which should be applied to all lending
activities. However, because of the potential higher level of
risk, the degree of oversight should be more intensive.

Loan Policy

The loan policy should specifically address the institutions'
leveraged lending activities by including:

e A definition of leveraged lending;

e An approval policy that requires sufficient senior
management oversight;

e Pricing policies that ensure a prudent tradeoff between
risk and return; and

e A requirement for action plans whenever cash flow,
asset sale proceeds, or collateral values decline
significantly from projections. Action plans should
include remedial initiatives and triggers for rating
downgrades, changes to accrual status, and loss
recognition.

Underwriting Standards

Either the loan policy or separate underwriting guidelines
should prescribe specific underwriting criteria for
leveraged financing. The standards should avoid
compromising sound banking practices in an effort to
broaden market share or realize substantial fees. The policy
should:

e Describe appropriate leveraged loan structures;
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e Require reasonable amortization of term loans (i.e.,
allow a moderate time period to realize the benefit of
synergies or augment revenues and institute
meaningful repayment);

o Specify collateral policies including acceptable types
of collateral, loan to value limits, collateral margins,
and proper valuation methodologies;

e Establish  covenant requirements, particularly
minimum interest and fixed charge coverage and
maximum leverage ratios;

e Describe how enterprise values and other intangible
business values may be used; and

e Establish minimum documentation requirements for
appraisals and valuations, including enterprise values
and other intangibles.

Limits

Leveraged finance and other loan portfolios with above-
average default probabilities tend to behave similarly
during an economic or sectoral downturn. Consequently,
institutions should take steps to avoid undue concentrations
by setting limits consistent with their appetite for risk and
their financial capacity. Institutions should ensure that they
monitor and control as separate risk concentrations those
loan segments most vulnerable to default. Institutions may
wish to identify such concentrations by the leveraged
characteristics of the borrower, by the institution's internal
risk grade, by particular industry or other factors that the
institution determines are correlated with an above-average
default probability. In addition, sub-limits may be
appropriate by collateral type, loan purpose, industry,
secondary sources of repayment, and sponsor relationships.
Institutions should also establish limits for the aggregate
number of policy exceptions.

Credit Analysis

Effective management of leveraged financing risk is highly
dependent on the quality of analysis during the approval
process and after the loan is advanced. At a minimum,
analysis of leveraged financing transactions should ensure
that:

e Cash flow analyses do not rely on overly optimistic or
unsubstantiated projections of sales, margins, and
merger and acquisition synergies;

e Projections provide an adequate margin for
unanticipated merger-related integration costs;

e Projections are stress tested for one or two downside
scenarios;

e Transactions are reviewed quarterly to determine
variance from financial plans, the risk implications

thereof, and the accuracy of risk ratings and accrual
status;

e Collateral valuations are derived with a proper degree
of independence and consider potential value erosion;

e Collateral liquidation and asset sale estimates are
conservative;

e Potential collateral shortfalls are identified and
factored into risk rating and accrual decisions;

e Contingency plans anticipate changing conditions in
debt or equity markets when exposures rely on
refinancing or re-capitalization; and

e The borrower is adequately protected from interest
rate and foreign exchange risk.

Enterprise Value

Enterprise value can be defined as the imputed value of a
business. This valuation is often based on the anticipated
or imputed sale value, market capitalization, or net worth
of the borrower. The sale value is normally some multiple
of sales or cash flow based on recent mergers or
acquisitions of other firms in the borrower’s industry.

This enterprise value is often relied upon in the
underwriting of leveraged loans to evaluate the feasibility
of a loan request, determine the debt reduction potential of
planned asset sales, assess a borrower's ability to access the
capital markets, and to provide a secondary source of
repayment. Consideration of enterprise value is
appropriate in the credit underwriting process. However,
enterprise value and other intangible values, which can be
difficult to determine, are frequently based on projections,
and may be subject to considerable change. Consequently,
reliance upon them as a secondary source of repayment can
be problematic.

Because enterprise value is commonly derived from the
cash flows of a business, it is closely correlated with the
primary source of repayment. This interdependent
relationship between primary and secondary repayment
sources increases the risk in leveraged financing, especially
when credit weaknesses develop. Events or changes in
business conditions that negatively affect a company's cash
flow will also negatively affect the value of the business,
simultaneously eroding both the lender's primary and
secondary source of repayment. Consequently, lenders that
place undue reliance upon enterprise value as a secondary
source of repayment or that utilize unrealistic assumptions
to determine enterprise value are likely to approve unsound
loans at origination or experience sizeable losses upon
default.

It is essential that institutions establish sound valuation
methodologies for enterprise value, apply appropriate
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margins to protect against potential changes in value, and
conduct ongoing stress testing and monitoring.

Rating Leveraged Finance Loans

Institutions need thoroughly articulated policies that
specify requirements and criteria for risk rating
transactions, identifying loan impairment, and recognizing
losses. Such specificity is critical for maintaining the
integrity of an institution's risk management system.
Institutions should incorporate both the probability of a
default and loss given a default in their ratings and rating
systems to ensure that both the borrower and transaction
risk are clearly evaluated. This is particularly germane to
leverage finance transaction structures, which in many
recent cases have resulted in large losses upon default.

In cases where a borrower's condition or future prospects
have significantly weakened, leverage finance loans will
likely merit a Substandard classification based on the
existence of well-defined weaknesses. If such weaknesses
appear to be of a lasting nature and it is probable that a
lender will be unable to collect all principal and interest
owed, the loan should be placed on non-accrual and will
likely have a Doubtful component. Such loans should be
reviewed for impairment in accordance with FAS 114. If
the primary source of repayment is inadequate and a loan is
considered collateral dependent, it is generally
inappropriate to consider enterprise value unless the value
is well supported. Well supported enterprise values may
be evidenced by a binding purchase and sale agreement
with a qualified third party or through valuations that fully
consider the effect of the borrower's distressed
circumstances and potential changes in business and
market conditions. For such borrowers, where a portion of
the loan is not protected by pledged assets or a well
supported enterprise value, examiners will generally
classify the unprotected portion of the loan Doubtful or
Loss.

In addition, institutions need to ensure that the risks in
leveraged lending activities are fully incorporated in the
ALLL and capital adequacy analysis. For allowance
purposes, leverage exposures should be taken into account
either through analysis of the expected losses from the
discrete portfolio or as part of an overall analysis of the
portfolio utilizing the institution's internal risk grades or
other factors. At the transaction level, exposures heavily
reliant on enterprise value as a secondary source of
repayment should be scrutinized to determine the need for
and adequacy of specific allocations.

Problem Loan Management

For adversely rated borrowers and other high-risk
borrowers who significantly depart from planned cash
flows, asset sales, collateral values, or other important
targets; institutions should formulate individual action
plans with critical objectives and timeframes. Actions may
include working with the borrower for an orderly
resolution while preserving the institution's interests, sale
in the secondary market, and liquidation. Regardless of the
action, examiners and bankers need to ensure such credits
are reviewed regularly for risk rating accuracy, accrual

status, recognition of impairment through specific
allocations, and charge-offs.

Portfolio Analysis

Higher risk credits, including leveraged finance

transactions, require frequent monitoring by banking
organizations. At least quarterly, management and the
board of directors should receive comprehensive reports
about the characteristics and trends in such exposures.
These reports at a minimum should include:

e Total exposure and segment exposures, including
subordinated debt and equity holdings, compared to
established limits;

¢ Risk rating distribution and migration data;

e Portfolio performance, noncompliance with covenants,
restructured loans, delinquencies, non-performing
assets, and impaired loans; and

e Compliance with internal procedures and the
aggregate level of exceptions to policy and
underwriting standards.

Institutions with significant exposure levels to higher risk
credits should consider additional reports covering:

e Collateral composition of the portfolio. For example,
percentages supported by working assets, fixed assets,
intangibles, blanket liens, and stock of borrower's
operating subsidiaries;

e Unsecured or partially secured exposures, including
potential collateral shortfalls caused by defaults that
trigger pari passu collateral treatment for all lender
classes;

e Absolute amount and percentage of the portfolio
dependent on refinancing, recapitalization, asset sales,
and enterprise value;

e Absolute amounts and percentages of scheduled and
actual annual portfolio amortizations; and

e Secondary market pricing data and trading volume for
loans in the portfolio.
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Internal Controls

Institutions engaged in leveraged finance need to ensure
their internal review function is appropriately staffed to
provide timely, independent assessments of leveraged

credits. Reviews should evaluate risk rating integrity,
valuation methodologies, and the quality of risk
management. Because of the volatile nature of these

credits, portfolio reviews should be conducted on at least
an annual basis. For many institutions, the risk
characteristics of the leveraged portfolio, such as high
reliance on enterprise value, concentrations, adverse risk
rating trends or portfolio performance, will dictate more
frequent reviews.

Distributions

Asset sales, participations, syndication, and other means of
distribution are critical elements in the rapid growth of
leveraged financing. Both lead and purchasing institutions
to adopt formal policies and procedures addressing the
distribution and acquisition of leveraged financing
transactions. Policies should include:

e  Procedures for defining, managing, and accounting for
distribution fails;

o ldentification of any sales made with recourse and
procedures for fully reflecting the risk of any such
sales.

e A process to ensure that purchasers are provided with
timely, current financial information;

e A process to determine the portion of a transaction to
be held for investment and the portion to be held for
sale;

e Limits on the length of time transactions can be held in
the held-for-sale account and policies for handling
items that exceed those limits;

e  Prompt recognition of losses in market value for loans
classified as held-for-sale; and

e Procedural safeguards to prevent conflicts of interest
for both bank and affiliated securities firms.

Participations Purchased

Institutions purchasing participations and assignments in
leveraged finance must make a thorough, independent
evaluation of the transaction and the risks involved before
committing any funds. They should apply the same
standards of prudence, credit assessment, approval criteria,
and "in-house" limits that would be employed if the
purchasing organization were originating the loan.

Process to Identify Potential Conflicts

Examiners should determine whether an institution's board
of directors and management have established policies for
leveraged finance that minimize the risks posed by
potential legal issues and conflicts of interest.

Conflicts of Interest

When a banking company plays multiple roles in leveraged
finance, the interests of different customers or the divisions
of the institution may conflict. For example, a lender may
be reluctant to employ an aggressive collection strategy
with a problem borrower because of the potential impact
on the value of the organization's equity interest. A lender
may also be pressured to provide financial or other
privileged client information that could benefit an affiliated
equity investor. Institutions should develop appropriate
policies to address potential conflicts of interest.
Institutions should also track aggregate totals for borrowers
and sponsors to which it has both a lending and equity
relationship. Appropriate limits should be established for
such relationships.

Securities Laws

Equity interests and certain debt instruments used in
leveraged lending may constitute "securities" for the
purposes of Federal securities laws. When securities are
involved, institutions should ensure compliance with
applicable  securities law  requirements, including
disclosure and regulatory requirements. Institutions should
also establish procedures to restrict the internal
dissemination of material nonpublic information about
leveraged finance transactions.

Compliance Function

The legal and regulatory issues raised by leveraged
transactions are numerous and complex. To ensure that
potential conflicts are avoided and laws and regulations are
adhered to, an independent compliance function should
review all leveraged financing activity.

Mezzanine Financing

Mezzanine financing represents those parts of a leveraged
financing package that are neither equity nor senior debt.
It usually is extended through subsidiaries of banks or
nonbank subsidiaries of bank holding companies.
Examiners should review policies for mezzanine financing
to ensure that they generally include:
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e Limits for both aggregate volume and individual
transactions;

Designated booking units;

Credit approval and reporting processing;
Management and other reporting requirements;

An internal risk rating system and requirements for
periodic reviews; and

e  Procedures for legal review.

Allowance for Loan and Lease Losses

The potential impact of a bank's participation in leveraged
financing should be carefully considered when reviewing
the adequacy of the ALLL. The aggregate size and overall
condition of the leveraged financing portfolio should be
specifically addressed in any review of the overall ALLL
adequacy. Examiners should review the bank's
methodology for incorporating the special risks related to
this financing in its determination of the adequacy of
ALLL. Management's internal risk rating system is
expected to include assessment of its equity and mezzanine
financing portfolio in determining the need for valuation
reserves.

Examination Risk Rating Guidance for Leveraged
Financing

When evaluating individual borrowers, examiners should
pay particular attention to:

e The overall performance and profitability of a
borrower and its industry over time, including periods
of economic or financial adversity;

e The history and stability of a borrower's market share,
earnings, and cash flow, particularly over the most
recent business cycle and last economic downturn; and

e The relationship between a borrowing company's
projected cash flow and debt service requirements and
the resulting margin of debt service coverage.

Cash Flow/Debt Service Coverage

Particular attention should be paid to the adequacy of the
borrower's cash flow and the reasonableness of projections.
Before entering into a leveraged financing transaction,
bankers should conduct an independent, realistic
assessment of the borrower's ability to achieve the
projected cash flow under varying economic and interest
rate scenarios. This assessment should take into account
the potential effects of an economic downturn or other
adverse business conditions on the borrower's cash flow
and collateral values. Normally bankers and examiners
should adversely rate a credit if material questions exist as
to the borrower's ability to achieve the projected necessary

cash flows, or if orderly repayment of the debt is in doubt.
Credits with only minimal cash flow for debt service are
usually subject to an adverse rating.

Enterprise Value

Many leveraged financing transactions rely on “enterprise
value" as a secondary source of repayment. Most
commonly, enterprise value is based on a "going concern"
assumption and derived from some multiple of the
expected income or cash flow of the firm. The
methodology and assumptions underlying the valuation
should be clearly disclosed, well supported, and
understood by appropriate decision-makers and risk
oversight units. Examiners should ensure that the valuation
approach is appropriate for the company's industry and
condition.

Enterprise value is often viewed as a secondary source of
repayment and as such would be relied upon under
stressful conditions. In such cases the assumptions used
for key variables such as cash flow, earnings, and sale
multiples should reflect those adverse conditions. These
variables can have a high degree of uncertainty - sales and
cash flow projections may not be achieved; comparable
sales may not be available; changes can occur in a firm's
competitive position, industry outlook, or the economic
environment. Given these uncertainties, changes in the
value of a firm's assets need to be tested under a range of
stress scenarios, including business conditions more
adverse than the base case scenario. Stress testing of
enterprise values and their underlying assumptions should
be conducted upon origination of the loan and periodically
thereafter incorporating the actual performance of the
borrower and any adjustments to projections. The bank
should in all cases perform its own discounted cash flow
analysis to validate "enterprise value" implied by proxy
measures such as multiples of cash flow, earnings or sales.

Finally, it must be recognized that valuations derived with
even the most rigorous valuation procedures are imprecise
and may not be realized when needed by an institution.
Therefore, institutions relying on enterprise value or
illiquid and hard-to-value collateral must have lending
policies that provide for appropriate loan-to-value ratios,
discount rates and collateral margins.

Deal Sponsors

Deal sponsors can be an important source of financial
support for a borrower that fails to achieve cash flow
projections. However, support from this source should only
be considered positively in a risk rating decision when the
sponsor has a history of demonstrated support as well as
the economic incentive, capacity, and stated intent to
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continue to support the transaction. Even with capacity and
a history of support, a sponsor's potential contributions
should not mitigate criticism unless there is clear reason to
believe it is in the best interests of the sponsor to continue
that support or unless there is a formal guarantee.

Oil and/or Gas Reserve-Based Loans

These guidelines apply to oil and/or gas reserve-based
loans that are considered collateral dependent and are
devoid of repayment capacity from other tangible sources.

The initial step to assessing the credit worthiness of
reserve-based loans is an analysis of the engineering
function. Cash flow generated from the future sale of
encumbered oil and/or gas reserves is the primary, and in
most cases the only intended, source of repayment.
Therefore, engineering data integrity which depicts future
cash stream, is critical to the initial lending decision and
equally important to an examiner in the assessment of
credit quality. For evaluation purposes, an acceptable
engineering report must be an independent, detailed
analysis of the reserve prepared by a competent
engineering group. The report must address three critical
concerns: pricing; discount factors; and timing. In those
cases where the engineering reports do not meet one or
more of these criteria, the examiner may need to use other
methods, e.g., recent cash flow histories, to determine the
current collateral value.

The extent of examiner analysis is a matter of judgment,
but comprehensive analysis of the credit should definitely
take place if:

e The loan balance exceeds 65 percent of the discounted
present worth of future net income (PWFNI) of proved
developed producing properties (PDP), or the cash
flow analysis indicates that the loan will not amortize
over four to five years;

e The credit is not performing in accordance with terms
or repayment of interest and/or principal; or

e The credit is identified by the bank as a "problem"
credit.

After performing the analysis, the examiner must determine
if classification is warranted. The following guidelines are
to be applied in instances where the obligor is devoid of
primary and secondary repayment capacity or other reliable
means of repayment, with total support of the debt
provided solely by the pledged collateral. First, 65 percent
of discounted PWFNI should be classified Substandard. A
lesser percentage or less severe criticism may be
appropriate in cases where a reliable alternate means of
repayment exists for a portion of the debt. The 65 percent

percentage should be used when the discounted PWFNI is
determined using historical production data. When less
than 75 percent of the reserve estimate is determined using
historical production data, or the discounted PWFNI is
predicated on engineering estimates of the volume of
oil/gas flow (volumetric and/or analogy-based engineering
data), the collateral value assigned to Substandard should
be reduced accordingly. The balance, but not more than
100 percent of discounted PWFNI of PDP reserves, should
be classified Doubtful. Any remaining deficiency balance
should be classified Loss.

In addition to PDP, many reserve-based credit collateral
values will include items variously referred to as proved
(or proven) developed non-producing reserves, shut-in
reserves, behind-the-pipe reserves and proved undeveloped
properties (PUP) as collateral. Due to the nature of these
other reserves, there are no strict percentage guidelines for
the proportion of the credit supported by this type of
collateral that should remain as a bankable asset.
However, only in very unusual situations would the
proportion of collateral values for these other reserves
assigned to a classification category approach values for
PDP.

The examiner must ascertain the current status of each
reserve and develop an appropriate collateral value.
Examples could be reserves that are shut-in due to
economic conditions versus reserves that are shut-in due to
the absence of pipeline or transportation. PDP require
careful evaluation before allowing any bankable collateral
value.

Real Estate Loans
General

Real estate loans are part of the loan portfolios of almost
all commercial banks. Real estate loans include credits
advanced for the purchase of real property. However, the
term may also encompass extensions granted for other
purposes, but for which primary collateral protection is real

property.

The degree of risk in a real estate loan depends primarily
on the loan amount in relation to collateral value, the
interest rate, and most importantly, the borrower's ability to
repay in an orderly fashion. It is extremely important that a
bank's real estate loan policy ensure that loans are granted
with the reasonable probability the debtor will be able and
willing to meet the payment terms. Placing undue reliance
upon a property's appraised value in lieu of an adequate
initial assessment of a debtor's repayment ability is a
potentially dangerous mistake.
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Historically, many banks have jeopardized their capital
structure by granting ill-considered real estate mortgage
loans. Apart from unusual, localized, adverse economic
conditions which could not have been foreseen, resulting in
a temporary or permanent decline in realty values, the
principal errors made in granting real estate loans include
inadequate regard to normal or even depressed realty
values during periods when it is in great demand thus
inflating the price structure, mortgage loan amortization,
the maximum debt load and repayment capacity of the
borrower, and failure to reasonably restrict mortgage loans
on properties for which there is limited demand.

A principal indication of a troublesome real estate loan is
an improper relationship between the amount of the loan,
the potential sale price of the property, and the availability
of a market. The potential sale price of a property may or
may not be the same as its appraised value. The current
potential sale price or liquidating value of the property is
of primary importance and the appraised value is of
secondary importance. There may be little or no current
demand for the property at its appraised value and it may
have to be disposed of at a sacrifice value.

Examiners must appraise not only individual mortgage
loans, but also the overall mortgage lending and
administration policies to ascertain the soundness of its
mortgage loan operations as well as the liquidity contained
in the account. The bank should establish policies that
address the following factors: the maximum amount that
may be loaned on a given property, in a given category,
and on all real estate loans; the need for appraisals
(professional judgments of the present and/or future value
of the real property) and for amortization on certain loans.

Real Estate Lending Standards

Section 18(0) of the FDI Act requires the Federal banking
agencies to adopt uniform regulations prescribing
standards for loans secured by liens on real estate or made
for the purpose of financing permanent improvements to
real estate. For FDIC-supervised institutions, Part 365 of
the FDIC Rules and Regulations requires each institution
to adopt and maintain written real estate lending policies
that are consistent with sound lending principles,
appropriate for the size of the institution and the nature and
scope of its operations. Within these general parameters,
the regulation specifically requires an institution to
establish policies that include:

e Portfolio diversification standards;
e Prudent underwriting standards including loan-to-
value limits;

e Loan administration procedures;

e Documentation, approval and reporting requirements;
and

e Procedures for monitoring real estate markets within
the institution's lending area.

These policies also should reflect consideration of the
Interagency Guidelines for Real Estate Lending Policies
and must be reviewed and approved annually by the
institution's board of directors.

The interagency guidelines, which are an appendix to Part
365, are intended to help institutions satisfy the regulatory
requirements by outlining the general factors to consider
when developing real estate lending standards. The
guidelines suggest maximum supervisory loan-to-value
(LTV) limits for various categories of real estate loans and
explain how the agencies will monitor their use.

Institutions are expected to establish their own internal
LTV limits consistent with their needs. These internal
limits should not exceed the following recommended
supervisory limits:

e 65 percent for raw land,;

e 75 percent for land development;

e 80 percent for commercial, multi-family, and other
non-residential construction;

e 85 percent for construction of a 1-to-4 family
residence;

e 85 percent for improved property; and

e  Owner-occupied 1-to-4 family home loans have no
suggested supervisory LTV limits. However, for any
such loan with an LTV ratio that equals or exceeds 90
percent at origination, an institution should require
appropriate credit enhancement in the form of either
mortgage insurance or readily marketable collateral.

Certain real estate loans are exempt from the supervisory
LTV limits because of other factors that significantly
reduce risk. These include loans guaranteed or insured by
the Federal, State or local government as well as loans to
be sold promptly in the secondary market without recourse.
A complete list of excluded transactions is included in the
guidelines.

Because there are a number of credit factors besides LTV
limits that influence credit quality, loans that meet the
supervisory LTV limits should not automatically be
considered sound, nor should loans that exceed the
supervisory LTV limits automatically be considered high
risk. However, loans that exceed the supervisory LTV
limit should be identified in the institution's records and the
aggregate amount of these loans reported to the institution's
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board of directors at least quarterly. The guidelines further
State that the aggregate amount of loans in excess of the
supervisory LTV limits should not exceed the institution's
total capital. Moreover, within that aggregate limit, the
total loans for all commercial, agricultural and multi-family
residential properties (excluding 1-to-4 family home loans)
should not exceed 30 percent of total capital.

Institutions should develop policies that are clear, concise,
consistent with sound real estate lending practices, and
meet their needs. Policies should not be so complex that
they place excessive paperwork burden on the institution.
Therefore, when evaluating compliance with Part 365,
examiners should carefully consider the following:

e The size and financial condition of the institution;

e The nature and scope of the institution's real estate
lending activities;

e  The quality of management and internal controls;

e The size and expertise of the lending and
administrative staff; and

e  Market conditions.

It is important to distinguish between the regulation and the
interagency guidelines. While the guidelines are included
as an appendix to the regulation, they are not part of the
regulation. Therefore, when an apparent violation of Part
365 is identified, it should be listed in the Report of
Examination in the same manner as other apparent
violations. Conversely, when an examiner determines that
an institution is not in conformance with the guidelines and
the deficiency is a safety and soundness concern, an
appropriate comment should be included in the
examination report; however, the deficiency would not be a
violation of the regulation.

Examination procedures for various real estate loan
categories are included in the ED Modules.

Commercial Real Estate Loans

These loans comprise a major portion of many banks' loan
portfolios. When problems exist in the real estate markets
that the bank is servicing, it is necessary for examiners to
devote additional time to the review and evaluation of
loans in these markets.

There are several warning signs that real estate markets or
projects are experiencing problems that may result in real
estate values decreasing from original appraisals or
projections. Adverse economic developments and/or an
overbuilt market can cause real estate projects and loans to
become troubled. Signs of troubled real estate markets or
projects include, but are not limited to:

e Rent concessions or sales discounts resulting in cash

flow below the level projected in the original
appraisal.
e Changes in concept or plan: for example, a

condominium project converting to an apartment
project.

e Construction delays resulting in cost overruns which
may require renegotiation of loan terms.

e Slow leasing or lack of sustained sales activity and/or
increasing cancellations which may result in protracted
repayment or default.

e Lack of any sound feasibility study or analysis.

e Periodic construction draws which exceed the amount
needed to cover construction costs and related
overhead expenses.

e Identified problem credits, past due and non-accrual
loans.

Real Estate Construction Loans

A construction loan is used to construct a particular project
within a specified period of time and should be controlled
by supervised disbursement of a predetermined sum of
money. It is generally secured by a first mortgage or deed
of trust and backed by a purchase or takeout agreement
from a financially responsible permanent lender.
Construction loans are vulnerable to a wide variety of
risks. The major risk arises from the necessity to complete
projects within specified cost and time limits. The risk
inherent in construction lending can be limited by
establishing policies which specify type and extent of bank
involvement. Such policies should define procedures for
controlling disbursements and collateral margins and
assuring timely completion of the projects and repayment
of the bank's loans.

Before a construction loan agreement is entered into, the
bank should investigate the character, expertise, and
financial standing of all related parties. Documentation
files should include background information concerning
reputation, work and credit experience, and financial
statements. Such documentation should indicate that the
developer, contractor, and  subcontractors  have
demonstrated the capacity to successfully complete the
type of project to be undertaken. The appraisal techniques
used to value a proposed construction project are
essentially the same as those used for other types of real
estate. The bank should realize that appraised collateral
values are not usually met until funds are advanced and
improvements made.

The bank, the builder and the property owner should join
in a written building loan agreement that specifies the
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performance of each party during the entire course of
construction. Loan funds are generally disbursed based
upon either a standard payment plan or a progress payment
plan. The standard payment plan is normally used for
residential and smaller commercial construction loans and
utilizes a preestablished schedule for fixed payments at the
end of each specified stage of construction. The progress
payment plan is normally used for larger, more complex,
building projects. The plan is generally based upon
monthly disbursements totaling 90 percent of the value
with 10 percent held back until the project is completed.

Although many credits advanced for real estate acquisition,
development or construction are properly considered loans
secured by real estate, other such credits are, in economic
substance, “investments in real estate ventures" and
categorization of the asset as "other real estate owned" may
be appropriate. A key feature of these transactions is that
the bank as lender plans to share in the expected residual
profit from the ultimate sale or other use of the
development. These profit sharing arrangements may take
the form of equity kickers, unusually high interest rates, a
percentage of the gross rents or net cash flow generated by
the project, or some other form of profit participation over
and above a reasonable amount for interest and related loan
fees. These extensions of credit may also include such
other characteristics as nonrecourse debt, 100 percent
financing of the development cost (including origination
fees, interest payments, construction costs, and even profit
draws by the developer), and lack of any substantive
financial support from the borrower or other guarantors.
Acquisition, Development, and Construction (ADC)
arrangements that are in substance real estate investments
of the bank should be reported accordingly.

On the other hand, if the bank will receive less than a
majority of the expected residual profit, the ADC loan may
be analogous to an interest in a joint real estate venture,
which would be, considered an investment in
unconsolidated subsidiaries and associated companies.

The following are the basic types of construction lending:

e Unsecured Front Money - Unsecured front money
loans are working capital advances to a borrower who
may be engaged in a new and unproven venture.
Many bankers believe that unsecured front money
lending is not prudent unless the bank is involved in
the latter stages of construction financing. A builder
planning to start a project before construction funding
is obtained often uses front money loans. The funds
may be used to acquire or develop a building site,
eliminate title impediments, pay architect or standby

Repayment often comes from the first draw against
construction financing. Unsecured front money loans
used for a developer's equity investment in a project or
to cover initial costs overruns are symptomatic of an
undercapitalized, inexperienced or inept builder.

Land Development Loans - Land development loans
are generally secured purchase or development loans
or unsecured advances to investors and speculators.
Secured purchase or development loans are usually a
form of financing involving the purchase of land and
lot development in anticipation of further construction
or sale of the property. A land development loan
should be predicated upon a proper title search and/or
mortgage insurance. The loan amount should be based
on appraisals on an "as is" and "as completed" basis.
Projections should be accompanied by a study
explaining the effect of property improvements on the
market value of the land. There should be a sufficient
spread between the amount of the development loan
and the estimated market value to allow for unforeseen
expenses. The repayment program should be
structured to follow the sales or development program.
In the case of an unsecured land development loan to
investors or speculators, bank management should
analyze the borrower's financial statements for sources
of repayment other than the expected return on the
property development.

Commercial Construction Loans - Loans financing
commercial  construction projects are usually
collateralized, and such collateral is generally identical
to that for commercial real estate loans. Supporting
documentation should include a recorded mortgage or
deed of trust, title insurance policy and/or title
opinions, appropriate liability insurance and other
coverages, land appraisals, and evidence that taxes
have been paid to date. Additional documents relating
to commercial construction loans include loan
agreements, takeout commitments, tri-party (buy/sell)
agreements, completion or corporate bonds, and
inspection or progress reports.

Residential  Construction Loans - Residential
construction loans may be made on a speculative basis
or as prearranged permanent financing. Smaller banks
often engage in this type of financing and the
aggregate total of individual construction loans may
equal a significant portion of their capital funds.
Prudence dictates that permanent financing be assured
in advance because the cost of such financing can have
a substantial affect on sales. Proposals to finance
speculative housing should be evaluated in accordance

fees, and/or meet minimum working capital with predetermined policy standards compatible with
requirements established by construction lenders.
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the institution's size, technical competence of its
management, and housing needs of its service area.
The prospective borrower's reputation, experience, and
financial condition should be reviewed. The finished
project's marketability in favorable and unfavorable
market conditions should be realistically considered.

In addition to normal safeguards such as a recorded
first mortgage, acceptable appraisal, construction
agreement, draws based on progress payment plans
and inspection reports, a bank dealing with speculative
contractors should institute control procedures tailored
to the individual circumstances. A predetermined
limit on the number of unsold units to be financed at
any one time should be included in the loan agreement
to avoid overextending the contractor's capacity.
Loans on larger residential construction projects are
usually negotiated with prearranged permanent
financing. Documentation of tract loans frequently
includes a master note allocated for the entire project
and a master deed of trust or mortgage covering all
land involved in the project. Payment of the loan will
depend largely upon the sale of the finished homes.
As each sale is completed, the bank makes a partial
release of the property covered by its master collateral
document. In addition to making periodic inspections
during the course of construction, periodic progress
reports (summary of inventory lists maintained for
each tract project) should be made on the entire
project. The inventory list should show each lot
number, type of structure, release price, sales price,
and loan balance.

The exposure in any type of construction lending is that the
full value of the collateral does not exist at the time the
loan is granted. The bank must ensure funds are used
properly to complete construction or development of the
property serving as collateral. If default occurs, the bank
must be in a position to either complete the project or to
salvage its construction advances. The various mechanic's
and materialmen's liens, tax liens, and other judgments that
arise in such cases are distressing to even the most
seasoned lender. Every precaution should be taken by the
lender to minimize any outside attack on the collateral.
The construction lender may not be in the preferred
position indicated by documents in the file. Laws of some
states favor the subcontractors (materialmen’s liens, etc.),
although those of other states protect the construction
lender to the point of first default, provided certain legal
requirements have been met. Depending on the type and
size of project being funded, construction lending can be a
complex and fairly high-risk venture. For this reason, bank
management should ensure that it has enacted policies and
retained sufficiently trained personnel before engaging in
this type of lending.

Home Equity Loans

A home equity loan is a loan secured by the equity in a
borrower's residence. It is generally structured in one of
two ways. First, it can be structured as a traditional second
mortgage loan, wherein the borrower obtains the funds for
the full amount of the loan immediately and repays the debt
with a fixed repayment schedule. Second, the home equity
borrowing can be structured as a line of credit, with a
check, credit card, or other access to the line over its life.

The home equity line of credit has evolved into the
dominant form of home equity lending. This credit
instrument generally offers variable interest rates and
flexible repayment terms. Additional characteristics of this
product line include relatively low interest rates as
compared to other forms of consumer credit, absorption by
some banks of certain fees (origination, title search,
appraisal, recordation cost, etc.) associated with
establishing a real estate-related loan. The changes
imposed by the Tax Reform Act of 1986 relating to the
income tax deductibility of interest paid on consumer debt
led to the increased popularity of home equity lines of
credit.

Home equity lending is widely considered to be a low-risk
lending activity. These loans are secured by housing assets,
the value of which historically has performed well.
Nevertheless, the possibility exists that local housing
values or household purchasing power may decline,
stimulating abandonment of the property and default on the
debt secured by the housing. Certain features of home
equity loans make them particularly susceptible to such
risks. First, while the variable rate feature of the debt
reduces the interest rate risk of the lender, the variable
payment size exposes the borrower to greater cash flow
risks than would a fixed-rate loan, everything else being
equal. This, in turn, exposes the lender to greater credit
risk. Another risk is introduced by the very nature of the
home equity loan. Such loans are generally secured by a
junior lien. Thus, there is less effective equity protection
than in a first lien instrument. Consequently, a decline in
the value of the underlying housing results in a much
greater than proportional decline in the coverage of a home
equity loan. This added leverage makes them
correspondingly riskier than first mortgages.

Banks that make these kinds of loans should adopt specific
policies and procedures for dealing with this product line.
Management should have expertise in both mortgage
lending as well as open-end credit procedures. Another
major concern is that borrowers will become overextended
and the bank will have to initiate foreclosure proceedings.
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Therefore, underwriting standards should emphasize the
borrower's ability to service the line from cash flow rather
than the sale of the collateral, especially if the home equity
line is written on a variable rate basis. If the bank has
offered a low introductory interest rate, repayment capacity
should be analyzed at the rate that could be in effect at the
conclusion of the initial term.

Other important considerations include acceptable loan-to-
value and debt-to-income ratios, and proper credit and
collateral documentation, including adequate appraisals
and written evidence of prior lien status.  Another
significant risk concerns the continued lien priority for
subsequent advances under a home equity line of credit.
State law governs the status of these subsequent advances.
It is also important that the bank's program include
periodic reviews of the borrower's financial condition and
continuing ability to repay the indebtedness.

The variation in contract characteristics of home equity
debt affects the liquidity of this form of lending. For debt
to be easily pooled and sold in the secondary market, it
needs to be fairly consistent in its credit and interest rate
characteristics. The complexity of the collateral structures,
coupled with the uncertain maturity of revolving credit,
makes home equity loans considerably less liquid than
straight first lien, fixed maturity mortgage loans.

While home equity lending is considered to be fairly low-
risk, subprime home equity loans and lending programs
exist at some banks. These programs have a higher level
of risk than traditional home equity lending programs.
Individual or pooled home equity loans that have subprime
characteristics should be analyzed using the guidance
provided in the subprime section of this Manual.

Agricultural Loans
Introduction

Agricultural loans are an important component of many
community bank loan portfolios. Agricultural banks
represent a material segment of commercial banks and
constitute an important portion of the group of banks over
which the FDIC has the primary Federal supervisory
responsibility.

Agricultural loans are used to fund the production of crops,
fruits, vegetables, and livestock, or to fund the purchase or
refinance of capital assets such as farmland, machinery and
equipment, breeder livestock, and farm real estate
improvements (for example, facilities for the storage,
housing, and handling of grain or livestock). The
production of crops and livestock is especially vulnerable

to two risk factors that are largely outside the control of
individual lenders and borrowers: commodity prices and
weather conditions. While examiners must be alert to, and
critical of, operational and managerial weaknesses in
agricultural lending activities, they must also recognize
when the bank is taking reasonable steps to deal with these
external risk factors. Accordingly, loan restructurings or
extended repayment terms, or other constructive steps to
deal with financial difficulties faced by agricultural
borrowers because of adverse weather or commodity
conditions, will not be criticized if done in a prudent
manner and with proper risk controls and management
oversight. Examiners should recognize these constructive
steps and fairly portray them in oral and written
communications regarding examination findings. This
does not imply, however, that analytical or classification
standards should be compromised. Rather, it means that
the bank’s response to these challenges will be considered
in supervisory decisions.

Agricultural Loan Types and Maturities

Production or Operating Loans - Short-term (one year or
less) credits to finance seed, fuel, chemicals, land and
machinery rent, labor, and other costs associated with the
production of crops. Family living expenses are also
sometimes funded, at least in part, with these loans. The
primary repayment source is sale of the crops at the end of
the production season when the harvest is completed.

Feeder Livestock Loans - Short-term loans for the purchase
of, or production expenses associated with, cattle, hogs,
sheep, poultry or other livestock. When the animals attain
market weight and are sold for slaughter, the proceeds are
used to repay the debt.

Breeder Stock Loans - Intermediate-term credits (generally
three to five years) used to fund the acquisition of breeding
stock such as beef cows, sows, sheep, dairy cows, and
poultry. The primary repayment source is the proceeds
from the sale of the offspring of these stock animals, or
their milk or egg production.

Machinery and Equipment Loans - Intermediate-term loans
for the purchase of a wide array of equipment used in the
production and handling of crops and livestock. Cash flow
from farm earnings is the primary repayment source.
Loans for grain handling and storage facilities are also
sometimes included in this category, especially if the
facilities are not permanently affixed to real estate.

Farm Real Estate Acquisition Loans - Long-term credits
for the purchase of farm real estate, with cash flow from
earnings representing the primary repayment source.
Significant, permanent improvements to the real estate,
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such as for livestock housing or grain storage, may also be
included within this group.

Carryover Loans - This term is used to describe two types
of agricultural credit. The first is production or feeder
livestock loans that are unable to be paid at their initial,
short-term maturity, and which are rescheduled into an
intermediate or long-term amortization. This situation
arises when weather conditions cause lower crop vyields,
commodity prices are lower than anticipated, production
costs are higher than expected, or other factors result in a
shortfall in available funds for debt repayment. The
second type of carryover loan refers to already-existing
term debt whose repayment terms or maturities need to be
rescheduled because of inadequate cash flow to meet
existing repayment requirements. This need for
restructuring can arise from the same factors that lead to
carryover production or feeder livestock loans. Carryover
loans are generally restructured on an intermediate or long-
term amortization, depending upon the type of collateral
provided, the borrower’s debt service capacity from
ongoing operations, the debtor’s overall financial condition
and trends, or other variables. The restructuring may also
be accompanied by acquisition of Federal guarantees
through the farm credit system to lessen risk to the bank.

Agricultural Loan Underwriting Guidelines

Many underwriting standards applicable to commercial
loans also apply to agricultural credits. The discussion of
those shared standards is therefore not repeated. Some
items, however, are especially pertinent to agricultural
credit and therefore warrant emphasis.

Financial and Other Credit Information - As with any type
of lending, sufficient information must be available so that
the bank can make informed credit decisions. Basic
information includes balance sheets, income statements,
cash flow projections, loan officer file comments, and
collateral inspections, verifications, and valuations.
Generally, financial information should be updated not less
than annually (loan officer files should be updated as
needed and document all significant meetings and events).
Credit information should be analyzed by management so
that appropriate and timely actions are taken, as necessary,
to administer the credit.

Banks should be given some reasonable flexibility as to the
level of sophistication or comprehensiveness of the
aforementioned financial information, and the frequency
with which it is obtained, depending upon such factors as
the credit size, the type of loans involved, the financial
strength and trends of the borrower, and the economic,
climatic or other external conditions which may affect loan
repayment. It may therefore be inappropriate for the

examiner to insist that all agricultural borrowers be
supported with the full complement of balance sheets,
income statements, and other data discussed above,
regardless of the nature and amount of the credit or the
debtor’s financial strength and payment record.
Nonetheless, while recognizing some leeway is
appropriate, most of the bank’s agricultural credit lines,
and all of its larger or more significant ones, should be
sufficiently supported by the financial information
mentioned.

Cash Flow Analysis - History clearly demonstrated that
significant problems can develop when banks fail to pay
sufficient attention to cash flow adequacy in underwriting
agricultural loans. While collateral coverage is important,
the primary repayment source for intermediate and long-
term agricultural loans is not collateral but cash flow from
ordinary operations. This principle should be incorporated
into the bank’s agricultural lending policies and
implemented in its actual practices. Cash flow analysis is
therefore an important aspect of the examiner’s review of
agricultural loans. Assumptions in cash flow projections
should be reasonable and consider not only current
conditions but also the historical performance of the
farming operation.

Collateral Support - Whether a loan or line of credit
warrants unsecured versus secured status in order to be
prudent and sound is a matter the examiner has to
determine based on the facts of the specific case. The
decision should generally consider such elements as the
borrower’s overall financial strength and trends,
profitability, financial leverage, degree of liquidity in asset
holdings, managerial and financial expertise, and amount
and type of credit. Nonetheless, as a general rule,
intermediate and long-term agricultural credit is typically
secured, and many times production and feeder livestock
advances will also be collateralized. Often the security
takes the form of an all-inclusive lien on farm personal
property, such as growing crops, machinery and
equipment, livestock, and harvested grain. A lien on real
estate is customarily taken if the loan was granted for the
purchase of the property, or if the borrower’s debts are
being restructured because of debt servicing problems. In
some cases, the bank may perfect a lien on real estate as an
abundance of caution.

Examiner review of agricultural related collateral
valuations varies depending on the type of security
involved. Real estate collateral should be reviewed using
normal procedures and utilizing Part 323 of the FDIC’s
Rules and Regulations as needed. Feeder livestock and
grain are highly liquid commodities that are bought and
sold daily in active, well-established markets. Their prices
are widely reported in the daily media; so, obtaining their
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market values is generally easy. The market for breeder
livestock may be somewhat less liquid than feeder
livestock or grain, but values are nonetheless reasonably
well known and reported through local or regional media
or auction houses. If such information on breeding
livestock is unavailable or is considered unreliable,
slaughter prices may be used as an alternative (these
slaughter prices comprise “liquidation” rather than “going
concern” values). The extent of use and level of
maintenance received significantly affect machinery and
equipment values.  Determining collateral values can
therefore be very difficult as maintenance and usage levels
vary significantly. Nonetheless, values for certain pre-
owned machinery and equipment, especially tractors,
combines, and other harvesting or crop tillage equipment,
are published in specialized guides and are based on prices
paid at farm equipment dealerships or auctions. These
used machinery guides may be used as a reasonableness
check on the valuations presented on financial statements
or in management’s internal collateral analyses.

Prudent agricultural loan underwriting also includes
systems and procedures to ensure that the bank has a valid
note receivable from the borrower and an enforceable
security interest in the collateral, should judicial collection
measures be necessary. Among other things, such systems
and procedures will confirm that promissory notes, loan
agreements, collateral assignments, and lien perfection
documents are signed by the appropriate parties and are
filed, as needed, with the appropriate State, county, and/or
municipal authorities. Flaws in the legal enforceability of
loan instruments or collateral documents will generally be
unable to be corrected if they are discovered only when the
credit is distressed and the borrower relationship strained.

Structuring - Orderly liquidation of agricultural debt, based
on an appropriate repayment schedule and a clear
understanding by the borrower of repayment expectations,
helps prevent collection problems from developing.
Amortization periods for term indebtedness should
correlate with the useful economic life of the underlying
collateral and with the operation’s debt service capacity. A
too-lengthy amortization period can leave the bank under
secured in the latter part of the life of the loan, when the
borrower’s financial circumstances may have changed. A
too-rapid amortization, on the other hand, can impose an
undue burden on the cash flow capacity of the farming
operation and thus lead to loan default or disruption of
other legitimate financing needs of the enterprise. It is also
generally preferable that separate loans or lines of credit be
established for each loan purpose category financed by the
institution.

Administration of Agricultural Loans

Two aspects of prudent loan administration deserve
emphasis: collateral control and renewal practices for
production loans.

Collateral Control - Production and feeder livestock loans
are sometimes referred to as self liquidating because sale of
the crops after harvest, and of the livestock when they
reach maturity, provides a ready repayment source for
these credits. These self-liquidating benefits may be lost,
however, if the bank does not monitor and exercise
sufficient control over the disposition of the proceeds from
the sale. In agricultural lending, collateral control is
mainly accomplished by periodic on-site inspections and
verifications of the security pledged, with the results of
those inspections documented, and by implementing
procedures to ensure sales proceeds are applied to the
associated debt before those proceeds are released for
other purposes. The recommended frequency of collateral
inspections varies depending upon such things as the nature
of the farming operation, the overall credit soundness, and
the turnover rate of grain and livestock inventories.

Renewal of Production Loans - After completion of the
harvest, some farm borrowers may wish to defer repayment
of some or all of that season’s production loans, in
anticipation of higher market prices at a later point
(typically, crop prices are lower at harvest time when the
supply is greater). Such delayed crop marketing will
generally require production loan extensions or renewals..
In these situations, the bank must strike an appropriate
balance of, on the one hand, not interfering with the
debtor’s legitimate managerial decisions and marketing
plans while, at the same time, taking prudent steps to
ensure its production loans are adequately protected and
repaid on an appropriate basis.  Examiners should
generally not take exception to reasonable renewals or
extensions of production loans when the following factors
are favorably resolved:

e The borrower has sufficient financial strength to
absorb market price fluctuations. Leverage and
liquidity in the balance sheet, financial statement
trends, profitability of the operation, and past
repayment performance are relevant indices.

e The borrower has sufficient financial capacity to
support both old and new production loans. That is, in
a few months subsequent to harvest, the farmer will
typically be incurring additional production debt for
the upcoming crop season.

e The bank has adequately satisfied itself of the amount
and condition of grain in inventory, so that the
renewed or extended production loans are adequately
supported.  Generally, this means that a current
inspection r